IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

IN RE U S. PHYSI CI ANS, | NC. : CIVIL ACTI ON
NO. 00-4622
(ADVERSARY NO. 00-138)
DANI EL GRAUMAN, CHAPTER 7
TRUSTEE, U.S. PHYSI Cl ANS, | NC
V.

DONALD B. SM TH, M D.

MEMORANDUM

WALDMAN, J. July 12, 2001

Presently before the court is defendant Smth’s
objections to the Report and Recommendati on of the Bankruptcy
Judge in this case involving the bankruptcy of U.S. Physicians,
| ncorporated (the “Debtor”).

Defendant and Dr. WIlliam Fritz had owned and operated
an entity called Bone and Joint Specialists (“B&"). On January
28, 1997, B&J entered into an asset purchase agreenent with the
Debt or after which defendant and Dr. Fritz becane enpl oyees of
the Debtor. On June 16, 1998, defendant received a $100, 000
check fromthe Debtor drawn on its account (the “Check”). The
Trustee concluded that the Check was a short-terminterest-free
| oan to defendant which the parties intended to be paid off as

soon as defendant’s refinancing of his house was conpl et ed.



Def endant’ s refinancing was conpleted on July 16, 1998.
Def endant never remtted funds in repaynent.

On Cctober 30, 1998, the Debtor filed for bankruptcy
protection under Chapter 11. On Novenber 9, 1998, the Debtor’s
cases were converted into Chapter 7 cases. Daniel G aunan was
el ected the permanent Chapter 7 trustee on April 12, 1999. He
instituted the instant adversary action on February 2, 2000 for
turnover under 11 U.S.C § 542.

The Trustee subm tted substantial evidence at trial
that the Check was a loan. This evidence included a tissue copy
of the Check on which was witten “Smth, Donal d-Note,” a Check
Request form dated June 16, 1998 which records a $100, 000 check
issued to Donald Smth for a “short-term interest free advance,”
the Debtor’s | edger showi ng that the Check was cashed and the
Debtor’ s accounts payabl e records. The Trustee produced
cont enpor aneous hand-witten notes of M. Edward M ersch, then-
Chief Operating Oficer of the Debtor, indicating that M.

M ersch and defendant discussed a $100,000 | oan. M. M ersch
also testified that the Check was for a short-terminterest free
| oan to be repaid upon conpletion of the refinancing of

def endant’s hone.

It was established at trial that defendant and his wife
filed a joint 1998 federal tax return which did not declare the
$100, 000 as income and that no taxes were deducted fromor paid

on the $100, 000.



Ms. Smth worked between forty and fifty hours a week
for Debtor between May 1997 and COctober 1998. Defendant and his
wfe testified that the Check was paynment for Ms. Smth’'s
services. Defendant, however, produced absolutely no
docunent ati on supporting this claimand offered no expl anati on of
why conpensation owed to his wife would be paid to him Ms.
Smth herself testified that Thomas Keene, the Debtor’s CEQ and
M. Mersch had made clear to her that she woul d be conpensat ed
for her services only after the Debtor’s Initial Public Ofering
(“1'PO) which never occurred. Moreover, defendant’s wife
prepared a nmenorandumto M. Mersch sonetine after Novenber 9,
1998 tallying the hours that she worked for the Debtor (the
“Conpensati on Menoranduni). In the Conpensation Menorandum Ms.
Smth stated that she was “submtting a request for paynent for
unpai d conpensation for hours worked for [Debtor] from June 2,
1997 - Cctober 31, 1998.” Ms. Smith stated she had worked a
total of 2,163 hours and cl ai ned conpensati on due in the anount
of $54,075.00, barely half the anobunt of the Check.

The Bankruptcy Judge found the resol ution of the
Trustee’s turnover claimto be non-core, and in accordance with
Fed. R Bankr. P. 9033 submtted Proposed Findings of Fact and
Concl usions of Law. The Bankruptcy Judge concl uded that the
$100, 000 was a | oan and recommended that the Court award the
Trustee $100, 000 for the | oan principal plus pre-judgnment

interest at six percent through the date of judgnment. Defendant



has asserted various objections to the Report and Recomendati on
based on the Bankruptcy Court record. He has not submtted any
new evi dence.

The court conducts a de novo review, based on the

record and any additional evidence, of any portion of the
bankruptcy judge’s findings of fact or conclusions of law to

whi ch specific witten objection has been nmade. See Fed. R
Bankr. P. 9033. The court nay accept, reject or nodify proposed
findings of fact or conclusions of |aw, receive further evidence
or reconmt the matter to the bankruptcy judge. I1d.
Jurisdictional decisions of bankruptcy courts also are subject to

de novo review. See In re Mdgard Corp., 204 B.R 764, 770 (10th

Gir. 1997).

hj ection to Jurisdiction of Bankruptcy Court

Def endant objects to the exercise of jurisdiction by
t he Bankruptcy Court. He contends that the Bankruptcy Court
shoul d have abstained on either mandatory or perm ssive
abstention grounds.

A threshold requirenment for mandatory abstention is a

timely notion. See 28 U . S.C. 8§ 1334(c)(2); In re Warren, 125

B.R 128, 131 (E.D. Pa. 1991). The Bankruptcy Court found that
it was not required to abstain because defendant had not tinely
rai sed the issue. Defendant acknow edges that he first raised

the issue in a post-trial brief. See Federation of Puerto Rican

Ogs. v. Howe, 157 B.R 206, 211 (E.D.N. Y. 1993) (failure to nove




for abstention before trial constitutes waiver); In re Novak, 116

B.R 626, 628 (N.D. Ill. 1990) (mandatory abstention not
warrant ed when party failed tinmely to nove for abstention).!?

The Bankruptcy Court found that perm ssive abstention
was unwarranted. In assessing whether abstention on perm ssive
grounds is appropriate, a court considers the foll ow ng non-
inclusive factors: the effect on the efficient adm nistration of
t he bankruptcy estate; the extent to which issues of state | aw
predom nate; the difficulty or unsettled nature of applicable
state law, comty; the degree of rel atedness or renoteness of the
proceedi ng to the mai n bankruptcy case; the existence of a right
to ajury trial; and, prejudice to the involuntarily renoved

defendants. See McCorm ck v. Kochar, 1999 W. 1051776, *2 (E. D

Pa. Nov. 19, 1999) (citations omtted). The Bankruptcy Court
properly concluded that plaintiff’'s failure tinely to file a
nmotion to abstain coupled with the sinplicity of applicable state
| aw, the absence of any special state interest and the disruption
to the adm nistration of justice weighed strongly agai nst
abstention. Abstention after trial would unduly prolong the
process of settling the case and the estate |iquidation.

See id.; Bancor/Mrristown Ltd. P ship v. Vector Wi ppany, 181

There also is no show ng or suggestion of a pending state
court proceeding at the tinme, also a requirenment for nandatory
abstention. See In re Warren, 125 B.R at 131. See also In re
West Coast Video Enters., Inc., 145 B.R 484, 486 (E.D. Pa. 1992)
(mandat ory abstention i nappropriate as debtor had no pendi ng
state court action agai nst defendant).

5



B.R 781, 788 (D.N. J. 1995). Wiether the Debtor had a rightful
claimto $100,000 for paynent of creditors was certainly not
renote fromthe main bankruptcy case. Abstention would al so
unfairly benefit defendant by giving himanother bite at the
apple and unfairly prejudice the Trustee by requiring himto re-
litigate this matter in another forum at further expense to the
est at e.

bjections to M. Mersch's Testinony

Def endant contends that the Bankruptcy Court erred in
admtting M. Mersch's testinony. He states that the Trustee's
counsel bl ocked defendant’s attenpts to acquire M. Mersch's
address and the address of M. Mersch’s counsel and that the
Trustee did not informdefendant of his intention to call M.
Mersch as a witness. The Trustee avers that he provided M.

M ersch’s address to defendant pronptly upon receipt of the
informati on. Mdreover, as the Bankruptcy Court noted at trial,
def endant had anpl e opportunity to file a notion to conpel

di scovery when he | earned that the address for M. Mersch’s was
not current as defendant was aware that M. Mersch was no | onger
at that address fourteen days prior to trial. Wile the Trustee
did not provide the address of M. Mersch’s counsel, he avers

wi t hout contradiction that defendant never requested M.

M ersch’s counsel’s address. The Trustee submtted a letter
transmitted by telefax to defendant nearly a nonth before the

trial in which the Trustee identified M. Mersch as a likely



wi tness. Defendant does not dispute that he received the letter.
The Trustee avers w thout contradiction that M.

M ersch’s journal notes were produced to defendant by the Trustee

pronptly upon their discovery fourteen days before trial was

schedul ed to begin. The Bankruptcy Court properly admtted M.

M ersch’s testinony and journal notes.

bj ections to Proposed Findi ngs of Fact

Def endant objects to findings in paragraphs three,
four, five, six, seven, eight, nine, eleven, fourteen, fifteen,
sevent een, nineteen, twenty and twenty-one of the Bankruptcy
Court’s Proposed Findings of Fact.

In objecting to each of paragraphs three, four, six,
seven, eleven and seventeen of the Proposed Findi ngs, defendant
nmerely states that each paragraph is “clearly erroneous and not
supported by any credi ble evidence.” The substantial weight of
t he evi dence shows that the Debtor gave defendant $100, 000 as a
short-terminterest-free | oan upon his request, and that the
funds were not earned incone by Ms. Smth for her services.

Def endant’s objections to paragraphs three, four, six, seven,
el even and seventeen are overrul ed.

Def endant objects to paragraph five as “clearly
erroneous and not supported by any credi bl e evidence.” He
contends there was no evidence to support the finding that “[t]he
top of the Check read ‘Donald Smth note’” and that the Trustee

and M. Mersch could not find any docunentation of the | oan.



Def endant is correct that the top of the Check itself did not
read “Donald Smth note.” The tissue copy of the Check, however
records the Check as “Smth, Donald - Note.” The precise
proposed finding shoul d have been that the tissue copy of the
Check, and not the actual conputer generated draft, contained the
notation “Smth, Donald - Note.” The inprecise reference appears
to have been inadvertent. |In any event, this is conpletely

i nconsequential in assessing the weight of the evidence.

The Trustee and M. Mersch did find docunentation of
the loan, including the tissue copy of the Check, the Check
Request form M. Mersch’s notes of his conversation with
def endant and the Debtor’s general ledger. Ms. Smth’'s
Conpensati on Menorandum and the Smths’ 1998 tax return al so
strongly suggest that the $100, 000 conveyed to defendant was not

earned i ncome by Ms. Snith.? Defendant’s objection to paragraph

’Def endant’ s expl anation of the failure to declare the
$100, 000 as income despite the Smths' conviction that it was is
dubi ous or, if true, would approxi mate an adm ssion of an intent
to file a false return. Defendant testified that the Smths,
al t hough reporting earned and investnent incone totaling
$810, 278, were financially strapped and woul d have had to borrow
noney to pay taxes on the $100,000. So, upon being told that the
Debt or may demand repaynent and know ng taxpayers have three
years to file an anmended return, the Smths decided to wait to
declare this as incone until resolving the matter with the
Debtor. |If the Smiths truly believed the $100, 000 was ear ned
i ncome, they were obliged to so declare it whether or not they
were then able to pay the taxes due. The general purpose of an
amended return is to correct honest m stakes and account for
subsequent occurrences, and not to defer the declaration of
earned i nconme or paynment of taxes. Soneone who truly believed
t he $100, 000 was earned i ncome woul d reasonably be expected to so
declare it in areturn for the year it was received, and to file
an anended return only if and when it were definitively
determ ned to be otherw se.



five is overrul ed except insofar as it wll be deened nodified to
reflect that it is the tissue copy of the Check which reads
“Smth, Donald - Note”.

Def endant objects to paragraph nine as “clearly
erroneous and not supported by any credi bl e evidence,” arguing
that he and Ms. Smth testified that they had not requested or
received a |l oan. Paragraph nine does not discuss the testinony
of defendant or his wife at all, but deals only with M.

M ersch’s notes. The Bankruptcy Court correctly found that M.
M ersch’s notes indicate on their face that defendant responded
to M. Mersch’s question about the |oan by saying that the
“house | oan [was] com ng through maybe next week” and that
defendant told M. Mersch that the refinancing was del ayed.
This objection is overrul ed.

Def endant obj ects to paragraph fourteen, arguing that
the testinony of George L. MIler, CPA regarding defendants’ 1998
tax return was redundant and beyond the scope of plaintiff’s
di scovery responses. He also argues that the Bankruptcy Court
incorrectly allowed M. MIller to testify as an expert and
provi de an expert opinion regarding defendants’ tax return. The
objection is overrul ed.

The court cannot determ ne that the testinony was
beyond the scope of plaintiff’s discovery responses as they are

not of record. See, e.q., Freiberg v. Sentry Ins. Co., 1995 W

165896, * 8 (E.D. Pa. Cct. 25, 1990) (w thout specifying nature



of prejudice and supporting evidence, notion for new trial on
ground that testinony beyond scope of discovery responses nust be
denied). M. MIller’s testinony was not redundant as the Trustee
did not present other testinony about defendants’ tax return.

M. Mller’ s testinony concerning what defendant and his wfe
reported on their tax return also was not expert testinony, but
rather | ay opinion testinony. Federal Rule of Evidence 701
“contenpl ates adm ssion of lay opinions rationally based on
personal know edge so as to be helpful to the trier of fact.”

See Asplundh Mg. v. Benton Harbor Eng’qg, 57 F.3d 1190, 1193 (3d

Cr. 1995). M. Mller’'s testinony that the Sm ths had not
reported the $100,000 as inconme on their 1998 tax return was
based on his review of the forns, was rationally based on his
personal know edge and was hel pful to the Bankruptcy Court.

M. MIller’ s testinony about which of the Debtor’s
accounts enpl oyee conpensati on woul d be subtracted fromwas al so

| ay opinion and properly admtted. See Teen-Ed v. Kinball Int’l,

Inc., 620 F.2d 399, 403-404 (3d Cr. 1980) (accountant famli ar

w th books could give |lay opinion about how | ost profits would be
calculated). Wile M. Mller’s testinony concerning the

requi renent that one report all inconme on his or her tax return
was arguably expert testinony, defendant had stipulated at trial
to M. MIller’s qualification as a tax accounting expert.
Moreover, the requirenment to report all incone and pay taxes upon

it at rates set forth in published schedul es in booklets nail ed

10



each year to taxpayers is common know edge and sonet hing which
may be judicially noticed.

Def endant objects to paragraph fifteen as “clearly
erroneous and not supported by any credi ble evidence.” The trial
transcript reflects that both defendant and Ms. Smth testified
that she worked forty to fifty hours a week from May 1997 to
Cct ober 1998 and that she was to be conpensated after the
contenplated IPO. This objection is utterly wthout nerit and is
overrul ed.

Def endant obj ects to paragraph nineteen as “clearly
erroneous and not supported by any credible evidence,” and as
irrelevant. Paragraph nineteen discusses Ms. Smth' s testinony
regardi ng her Conpensati on Menorandum and the fact that taxes
were not deducted and that Ms. Smith never requested a W2
statenent. This finding is clearly supported by Ms. Smth's
testinony and the tissue copy of the Check. The finding is
hi ghly rel evant on the key issue of whether the Check was a | oan
to defendant or paynent for services rendered by Ms. Smth.
This objection is overrul ed.

Def endant obj ects to paragraph twenty on several
grounds. In addition to claimng the finding was “clearly

erroneous and not supported by any credi bl e evidence,” defendant
conpl ains that the Bankruptcy Court did not discuss Ms. Snith’s
testinmony that she had not filed a proof of claimbecause she

consi dered the $100, 000 as paynent for her services and she was

11



listed as the Debtor’s enpl oyee. Defendant further objects that
t he Bankruptcy Court does not address the fact that Ms. Smth
was listed as the Debtor’s enpl oyee, was receiving nedical
benefits and had applied for participation in the Debtor’s 401K
program Defendant finally objects that the Bankruptcy Court did
not reconcile Ms. Smth's testinony regardi ng her enpl oyee
status with the fact that the Debtor did not pay her. This
objection is overrul ed.

There was no reason for the Bankruptcy Court to nmake
underlying factual findings about Ms. Smth' s enpl oynent
relationship as it was undi sputed by the parties that she was an
enpl oyee of the Debtor. Moreover, paragraph thirteen does state
that M. Mersch acknow edged that Ms. Smth provided services
to the Debtor and the second sentence of paragraph nineteen does
reference Ms. Smth's testinony concerning her decision not to
file a proof of claim The Bankruptcy Court did reconcile Ms.
Smth s enployee status with the Debtor’s failure to conpensate
her. Paragraph el even states that defendant and M. M ersch had
agreed that Ms. Smth would be conpensated after the
contenpl ated | PO whi ch never occurred.

Def endant obj ects to paragraph twenty-one as “clearly
erroneous and not supported by any credi ble evidence.” He also
argues that the Check does not support M. Mersch' s version that
it was a |oan; that the only docunents show ng that the Check was

a loan were self-serving internal nenoranda; the Trustee's

12



docunents do not account for the unconpensated services by Ms.
Smth; and, that the Smths’ testinony was consistent with their
contention that the $100, 000 was conmpensation to Ms. Smth for
services rendered. Defendant al so contends that the Bankruptcy
Court’s finding that M. Mersch was a financially disinterested
party was erroneous because he was a creditor of the Debtor.

Par agraph twenty-one is anply supported by the evidence
i ncluding the tissue copy of the Check, the |edger show ng that
t he Check was cashed, the Check Request form the Debtor’s
general |edger, the Smths 1998 tax return on which the paynent
was not declared as incone, Ms. Smth's Conpensation Menorandum
M. Mersch’s notes and testinony, and the testinony of Ms.
Smth herself that she understood she woul d be conpensated for
her services only after the PO Key docunents relied on by the
Bankruptcy Court were not self-serving internal nenoranda. The
docunent s i ncluded cont enporaneous busi ness records, defendants’
own tax return and Ms. Smth s Conpensati on Menorandum

The Bankruptcy Court’s characterization of M. Mersch
as financially disinterested was essentially, if not literally,
correct. M. Mersch had an unsecured claimfor unpaid wages and
expenses. There is, however, no evidence that M. Mersch had
any prospect of receiving any appreciable anount fromthe
recapture of $100,000. His claimwas for $10,755.91. The
unsecured cl ai ns agai nst the Debtor total ed $17, 888, 184.

Mor eover, except for his discussion regardi ng the understandi ng

13



that Ms. Smth would be conpensated only after the I PO which she

herself admtted, M. Mersch's testinony tracked his

cont enpor aneous journal notes prepared at a tine when he had no

potential bias or self-interest. Also, in crediting M.

M ersch’s testinony, the Bankruptcy Court stressed that it was

| ogical and totally consistent with other evidence. This it was.
| ndeed, on the record presented, one could not

reasonably conclude that the $100, 000 check payabl e to defendant

was conpensation to his wife for $54,000 worth of services

cl ai med by her which was to have been paid after a contenpl at ed

| PT that never occurred and which she never declared as incone.

Def endant’ s objections to paragraph twenty-one are overrul ed.

hj ections to Proposed Concl usi ons of Law

For the nost part, these are not actually objections to
any statenent of applicable | aw but rather a rehash of
defendant’ s factual objections. Defendant objects to paragraph
one of the proposed conclusions as “clearly erroneous and not
supported by any credi bl e evidence.” As already discussed, the
docunentary and testinonial evidence presented convincingly shows
t hat the $100, 000 paynent was a | oan to defendant and not earned
income to his wfe.

Def endant objects to paragraph two as “clearly
erroneous and not supported by any credi ble evidence.” Paragraph
two addresses defendant’s contention that he is entitled to a
setoff for Ms. Smth's services to the Debtor under 11 U S. C

88 502 and 553.

14



The Bankruptcy Court properly concluded that defendant
had not raised the issue of setoff until his post-trial
subm ssion and had thus wai ved such a defense. Defendant
suggests that he raised the defense in paragraphs 31-33 in his
answer to the adversary conplaint. |In the answer, however
def endant states only that “plaintiff’s paynents to defendant
were a contenporaneous or substantially contenporaneous exchange
for value for services provided by plaintiff to defendant”;® the
paynents were “nmade in the ordinary course of business” and
according to the usual industry course of dealings; and, if the
paynents are deened an avoi dabl e preference, defendant should
have a claimunder 8§ 502 in the anount of any preference. It
clearly appears that defendant only raised the defense of setoff
wWth respect to funds owed to himfor his services and not to his
wi fe. Defendant in any event does not explain how he could
|l egally offset suns owed to anot her

It al so appears that defendant raised a defense to a
8 547 preference action, while the instant action is a turnover
action under 8§ 542. Defendant did not raise the defense of
setoff for funds allegedly owed to his wife in his answer or at
any tinme before or during trial. Even assum ng such a defense

coul d have been asserted, it was wai ved.

3The court assunes that defendant neant to assert that the
services were provided by defendant to plaintiff as this sentence
ot herwi se woul d be nonsensi cal .

15



| nsof ar as defendant attenpted to assert a separate
claimfor conpensation allegedly owed to Ms. Smth by the Debtor
in his post-trial subm ssion, it was not his claimto assert.
Even assuming it were, it would have been a conpul sory
counterclaimas it arose fromthe sane transaction and thus woul d
have had to be pled as a counterclaim See Fed. R Cv. P. 13;
Fed. R Bky. P. 7013. It was not and thus any such cl ai mwas
wai ved. See Fed. R Cv. P. 8(c); Mowore s Fed. Practice 3d 8§
8.07[5]. The Bankruptcy Court also correctly noted that since
Ms. Smth was not a party in the bankruptcy proceedi ng, she

could not raise a counterclaimin it. See Stahl v. Chio River

Co., 424 F.2d 52, 55 (3d Cr. 1970) (“counterclains are litigated
bet ween opposing parties to the principal action”); Zion v.

Sentry Safety Control Corp., 258 F.2d 31, 33 (3d Cir. 1958)

(counterclaim®“nmust be one which pleader hinself has”). The
Bankruptcy Court properly concluded that because Ms. Smth had
failed to file a Proof of Claimby the bar date, she coul d not

raise this claim See Inre Lloyd Securities, Inc., 156 B.R

750, 755 (Bankr. E.D. Pa. 1993).

Def endant objects to paragraph three as “clearly
erroneous and not supported by any credi ble evidence.” He argues
that there was no evidence that the | oan was to be paid back at a
specific time or that the | oan existed except self-serving

internal nenbs. M. Mersch's testinony that the | oan was to be

16



repaid after defendant’s refinancing was conpleted and his notes
of his conversation wth defendant regarding the pendency of the
refinanci ng show that defendant was aware of the term of
repaynment. Moreover, the Check Request formnoting that the
paynment was a short-term | oan supports the Trustee' s claimthat
the parties intended the Check to be a loan to be repaid upon
conpletion of the refinancing. As already discussed, there was
substantial additional evidence that the | oan existed.

Def endant’ s objections to the Bankruptcy Court’s
Proposed Concl usions of Law are without nerit and are rejected.
Except for the inconsequential inadvertent reference to the
ti ssue copy of the Check as the Check, the proposed findings of
fact are entirely sound and wel |l support ed.

It clearly and convincingly appears on the record

presented that the Trustee has sustained his claimagainst

def endant. Accordingly, the Report and Recommendation will be
adopted and judgnent wll be entered for the Trustee. An
appropriate order wll be entered.
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IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

IN RE U.S. PHYSI I ANS, INC : CIVIL ACTI ON
: NO. 00- 4622
( ADVERSARY NO. 00- 138)
DANI EL GRAUMAN, CHAPTER 7
TRUSTEE, U.S. PHYSI O ANS, |NC
V.

DONALD B. SM TH, M D.
ORDER

AND NOW this day of July, 2001, upon
consideration of the Report and Recommendati on of the Bankruptcy
Court, defendant’s objections thereto and the record herein,
consistent with the acconpanyi ng nmenorandum | T | S HEREBY ORDERED
that the Report and Recommendation is approved and adopted and
accordingly, JUDGVENT is ENTERED in this action for plaintiff
Dani el Grauman as Trustee and agai nst defendant Donald B. Smth
in the anmount of $100,000 plus interest at 6% fromJuly 16, 1998
to date.

BY THE COURT:

JAY C. VWALDMAN, J.
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